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November 16, 1981 
J.T. Ball, CPA 
Financial Accounting Standards 
High Ridge Park 
Stamford, CT 06905 
Dear J.T.: 
Enclosed for consideration by the Financial Accounting Standards 
Board is the accounting standards division's issues paper on 
"Depreciation of Income Producing Real Estate." The paper was 
prepared by the AICPA Real Estate Accounting Committee (the 
Committee) and approved by the Accounting Standards Executive 
Committee (AcSEC). 
The paper explores issues relating to the use of increasing 
charge (interest) methods of depreciation for income producing 
real estate because in the absence of an explicit endorsement 
by standard setting bodies, those methods have failed to 
achieve general acceptance in the United States. The paper 
contains advisory conclusions as approved by the Committee and 
AcSEC on the objective of depreciating income producing real 
estate, the acceptability of the sinking fund method of deprec-
iation for such property, the criteria for the use of the 
method, the interest rate appropriate to the method, the bases 
of determining depreciable lives and salvage value appropriate 
to the method, depreciating replaceable components, and the 
manner in which an enterprise should account for an accounting 
change to adopt the method. 
Representatives of the division would be pleased to discuss the 
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Introduction 
1. This paper addresses issues on accounting for deprecia-
tion of income producing real estate within the historical-cost 
framework. For the purpose of this paper, income producing 
real estate consists of properties that meet the following 
criteria: 
a. Future cash flows from the property are 
reasonably estimable. 
b. Cash flows are directly associated with 
renting or leasing the property to 
unaffiliated parties. 
c. The property is being operated; it is 
not in a construction phase. 
The term, "income producing real estate" is also used in FASB 
Statement No. 41, Financial Reporting and Changing Prices: 
Specialized Assets--Income-Producing Real Estate, but the 
definition of the term in that Statement is narrower than 
the definition used in this paper. The principal differences 
are that FASB Statement 41 (a) requires cash flows from a 
property to be "directly associated with a long-term leasing 
agreement" and (b) excludes lease agreements involving sig-
nificant ancillary services. In contrast with the defini-
tion in FASB Statement No. 41, the definition in this paper 
does not depend on the existence of long term leases or 
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the absence of significant ancillary services from lease agree-
ments.1 Under the definition in this paper, income producing 
real estate may include shopping centers, office buildings, 
residential buildings, and hotel-motel facilities. 
2. The criterion that future cash flows from a property be 
reasonably estimable is intended to limit income producing real 
estate considered in this paper to those properties for which 
estimates of future cash flows are reasonably reliable. Several 
factors affect the reliability of estimates, including the nature 
of the property, the length of lease terms, the tenant mix, the 
levels of contingent rentals, and the predictability of occupancy 
levels based on experience of comparable property with comparable 
management. 
3. Under generally accepted accounting principles, income 
producing real estate is depreciated over its useful life the 
same as other depreciable assets. The authoritative literature 
covering the concepts and principles underlying depreciation 
accounting generally do not distinguish income producing real 
estate from other types of real estate (for example, a manufactur-
ing facility owned and used in a production process or an office 
building used to house administrative offices) or other depre-
ciable assets, such as equipment and furniture and fixtures. 
1 In some circumstances, such as casino operations, ancillary 
services may be so significant that the real estate operations 
are only incidental. In those circumstances, the property 
would not meet the definition of income producing real estate 
as used in this paper. 
Differences between Income Producing Real Estate 
and Other Depreciable Assets 
4. There are several significant differences between real 
estate and other depreciable assets and between income producing 
real estate and other types of real estate. In contrast with 
other depreciable assets, real estate 
a. consists of two distinct components, land or 
land leaseholds and improvements to land. The 
economic value of the two components are 
intrinsically interrelated. Once a project 
begins to operate, the aggregate value of its 
components is directly related to its income 
stream. Changes in the economic value of land 
can affect the useful life or economic value of 
the depreciable improvements. For example, a 
rapid increase in the economic value of land 
can lead to a decision to sell the property or 
to change the use of the improvements in a manner 
that would affect their useful life. At the end 
of the economic life of the depreciable component 
of income producing real estate, all of the value 
of the property is attributable to the land. 
b. has a resale value that is usually significant 
in amount in relation to its cost and may exceed 
its cost. 
c. has a useful life that is generally longer than 
the useful lives of other depreciable assets 
d. is less susceptible to obsolescence. 
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5. The major differences between income producing real estate 
and other types of real estate relate to the investment character-
istics of income producing real estate, its relative freedom from 
problems of jointness in estimating its net revenue contributions, 
and the relative predictability of its net revenue stream. The 
economic analysis of an investment in income producing real estate 
is similar to the analysis of other long term investments; it 
focuses on cash flow and the discounted amount of future cash 
flows expected to accrue to the equity investor. The relative 
absence from the problems of jointness is demonstrated by the way 
in which income producing real estate is used to generate revenue. 
Income producing real estate is a discrete and autonomous economic 
unit with a distinct tenant profile and a reasonably estimable 
discrete net revenue contribution. It is an end product of the 
enterprise, not used to house production or to provide administra-
tive office space for the activities of the enterprise. Moreover, 
income producing real estate has a market value that is usually 
not realized through immediate sale; its economic benefits, 
including the recovery of its cost, are usually realized over a 
number of years through cash flow from rental operations and, 
possibly, eventually through sale, not through sale of products 
or other services. The reliability of estimates of the net revenue 
contribution is demonstrated by typical financing arrangements. 
Income producing real estate is usually highly leveraged with 
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nonrecourse mortgage debt secured only by the property and an 
assignment of its rents; lenders provide such financing based on 
an evaluation of the property's potential income stream. 
Views on Current Practice 
6. Many believe that improvements in the guidance provided on 
depreciation accounting for income producing real estate would 
enhance the usefulness of financial statements in the real estate 
industry. FASB Statement of Concepts No. 1, "Objectives of Financial 
Reporting by Business Enterprises," includes the following among 
the broad objectives of financial statements: 
Financial reporting should provide information 
to help present and potential investors and 
creditors and other users in assessing the 
amounts, timing, and uncertainty of prospective 
cash receipts from dividends or interest and 
the proceeds from the sale, redemption, or 
maturity of securities or loans. The prospects 
for those cash receipts are affected by an 
enterprise's ability to generate enough cash 
to meet its obligations when due and its other 
cash operating needs, to reinvest in operations, 
and to pay cash dividends and may also be 
affected by perceptions of investors and creditors 
generally about that ability, which affect market 
prices of the enterprise's securities. Thus, 
financial reporting should provide information 
to help investors, creditors, and others assess 
the amounts, timing, and uncertainty of prospective 
net cash inflows to the related enterprises. 
(Paragraph 37) 
Many in the industry believe that the depreciation methods 
currently used in accounting for income producing real estate 
result in periodically reported net income that does not aid in 
the assessment of the amounts, timing, and uncertainty of pro-
spective net cash inflows to enterprises in the business of 
owning and operating such properties. 
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7. The capital cost recovery pattern of income producing real 
estate differs from the capital cost recovery pattern of deprecia-
ble assets of commercial and industrial businesses. Depreciation 
based on the traditional straight line or decreasing charge 
methods, used by commercial and industrial businesses, does not 
reflect the unique cost recovery patterns and, therefore, does 
not provide useful information about the operating results of 
income producing real estate. 
8. Since most income producing real estate properties are 
highly leveraged, the traditional straight line or decreasing 
charge pattern of depreciation taken together with the traditional 
pattern of interest charges produces a net income pattern that 
does not correlate well with what many persons in the industry 
view as the most helpful index of performance in the industry, 
the amount of "distributable cash flow," an amount equal to net 
income before depreciation and after principal payments on debt. 
As a result, many believe that the financial statements of 
enterprises that invest primarily in income producing real estate 
2 
are misinterpreted or ignored. 
9. They believe that for companies engaged in the business of 
acquiring or developing and holding income producing real estate 
as long term investments, reporting net income in conformity with 
2 Appendix A illustrates the operating results of a 
portfolio of income producing properties. 
- 7 -
existing GAAP does not provide relevant information to lenders 
and investors on the profitability of income producing real 
estate. Several lenders and analysts testified to that effect 
during the FASB's deliberations on applying FASB Statement No. 33 
to income producing real estate. One analyst testified that 
depreciation is a stumbling block to an effective understanding 
of investments in such enterprises. Both lenders and investors 
evaluate the credit worthiness and investment quality of companies 
engaged in that business by adjusting net income to arrive at 
cash flow from operations. Although specialists have developed 
means of evaluating the profitability and financial strength of 
such companies, the means of evaluation that they use are not 
generally accepted or understood by the investing community. 
Such companies are at a disadvantage in the general capital 
markets. Some believe, for example, that the general use of 
sinking fund depreciation by Canadian real estate companies has 
given those companies a competitive advantage over U.S. real 
estate companies. In support of their view, they point to the 
increasing number of acquisitions by Canadian real estate com-
panies of U.S. real estate companies and of U.S. real estate 
properties. 
10. Moreover, many believe that the general inability to 
communicate meaningful information on profitability through 
reported net income, as currently measured, tends to affect the 
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amount that companies in the industry are willing to distribute 
as dividends. Many companies are concerned about their inability 
to distribute the amount of dividends justified by the level of 
distributable cash flow and believe that depreciation accounting 
is the primary source of the problem. They contend that revenue 
from an income producing real estate property typically increases 
in a regular pattern as the property matures and that net income 
during the early years of the property based on a straight line 
pattern of depreciation is significantly less than the amount of 
distributable cash flow in each of those years. 
11. As a result of the disparity they see between net income 
and distributable cash flow, they believe that shareholders' 
equity of real estate companies does not reflect the cumulative 
amount of distributable cash flow and the financial statements of 
those companies do not reflect their economic strength. Questions 
arise from the perspective of investors, lenders, and the law as 
to whether such companies can or should pay a level of dividends 
prudently consistent with the level of distributable cash flow. 
Investors, lenders, and investment analysts tend to question the 
ability of such companies to continue to pay dividends in excess 
of net income when their reported equity is being reduced. They 
also question whether such an enterprise is maintaining its finan-
cial capital, although unreported increases in the market value 
of its income producing properties tend to more than offset the 
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reduction in its reported equity. Companies with large port-
folios of income producing real estate have also had problems 
meeting normal covenants in loan agreements. Normal covenants 
restrict dividends to specified percentages or levels of net 
income or equity or both; when periodic and cumulative distrib-
utable cash flow materially exceeds reported net income and 
retained earnings, those covenants restrict the payment of 
dividends unnecessarily. Also, that condition has caused 
problems for some companies in states with laws or regulations 
that restrict the amount of cumulative dividend distributions 
to the aggregate amount of retained earnings and paid-in-capital 
in excess of the par or stated value of a company's stock.3 
Some companies not affected by such limitations pay dividends 
considerably more than their reported net income.4 
12. Investment decisions about companies in the industry are 
based on an assessment of the cash to be generated by a property 
after considering all charges, including debt service charges, 
but excluding depreciation -- a noncash charge. Lenders make 
decisions to finance income producing properties on that basis 
and ignore accounting earnings because of what they view as the 
unrealistic nature of depreciation charges. Real estate loans 
are normally made on the basis of prospective cash flows with 
3 
Appendix B illustrates the nature of the problem; it pre-
sents a graph of the cumulative stockholders' equity for 
the portfolio of operating properties used in Appendix A. 
4 Appendix C describes a specific example of a company with 
the financial capability to make distributions in excess of 
net income. 
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only the specific property as collateral and without recourse to 
the general credit of the borrower. 
13. In the past, some companies have attempted to report 
surrogate measures of performance that they believe more closely 
reflect their ability to service debt, pay dividends, and maintain 
operating capacity or have proposed changes to more realistic 
depreciation methods. But on several occasions the SEC has 
rejected those efforts. 
• In 1973, the SEC issued ASR 142, which cautioned 
real estate companies against using surrogate 
measures of performance, such as "earnings be-
fore non-cash charges," "cash flow from opera-
tions," and "real estate earnings", and dis-
couraged putting those measurements on a per share 
basis until the industry, the accounting 
profession, and the Financial Accounting 
Standards Board develop a uniform definition, 
terminology, and principles for those measure-
ments. 
• In 1977, one major real estate company proposed 
to the SEC that the sinking fund method of depre-
ciation be used for the company's portfolio of 
income producing properties. The company con-
tended that an increasing charge method of de-
preciation would result in at least a better 
correlation between net earnings and cash flow. 
The major concern of the company was that over 
- 1 1 -
the long term its dividend paying ability 
would far exceed its technical dividend paying 
capacity in terms of stockholders' equity. 
Once again, the SEC indicated that a solution 
to this problem must be developed by the private 
sector standard setting bodies -- AICPA and FASB. 
14. Views differ on possible solutions to the problems in 
accounting for depreciation of income producing real estate. 
Some believe that fundamental changes in the accounting system, 
such as fair value measurements, are necessary to solve the 
problems. Some advocate the net concept of depreciation-
depreciating only the investor's net investment (cost less 
mortgage debt) in the property--as a means of alleviating the 
problem. Others believe that the unique reporting requirements 
associated with this business should be dealt with in supple-
mental reporting, outside the basic financial statements. As a 
long term solution, many believe that the investment nature of 
income producing real estate should be recognized and that con-
sideration should be given to accounting for income producing 
properties as investments rather than as depreciable property. 
Reasons for the Paper 
15. The diverse views of financial reporting problems that 
result from the application of conventional depreciation 
methods to income producing real estate and on possible ap-
proaches to solving those problems indicate a need for a fresh 
look at depreciation accounting for income producing real 
estate. The cost recovery patterns resulting from the applica-
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tion of conventional depreciation methods do not reflect the 
capital recovery patterns of income producing real estate. The 
committee has concluded that companies engaged in operating 
income producing real estate need to have this problem solved 
now and that a solution should not wait for the results of long 
term conceptual changes in the accounting system. Presenting 
supplemental information does not solve the problem -- the 
financial press does not publish supplemental information and 
dividend paying restrictions based on GAAP stockholders' equity 
would not be affected. Therefore, this paper examines means of 
providing improved guidance on depreciation of income producing 
real estate within the historical framework of accounting with 
the objective of considering methods of depreciation that yield 
a capital cost recovery pattern consistent with the economic 
characteristics of income producing real estate. This paper 
focuses on the investment characteristics and the capital 
recovery pattern of income producing real estate as the primary 
factors that should be considered in providing improved guidance. 
16. Making increasing charge (interest) methods of depreciation 
acceptable for income producing real estate is considered as a 
possible solution that recognizes the differences between 
income producing real estate and other types of depreciable 
assets and that will result in a better matching of costs with 
revenue. The investment characteristics of income producing 
real estate, the reliability of its net revenue contributions, 
and reporting a level return on the unrecovered investment are 
the primary factors underlying the considerations in this 
paper. 
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Scope of Paper 
17. This paper is limited to issues pertaining to accounting 
for depreciation of income producing real estate. It explores 
issues relating to the use of increasing charge (interest) 
methods of depreciation for income producing real estate because, 
in the absence of an explicit endorsement by standard setting 
bodies, those methods have failed to achieve general acceptance 
in the United States. The following issues are addressed. 
a. The basis of cost amortization. Should the 
cost of the depreciable component of income pro-
ducing real estate be amortized on the basis 
of revenue from the property, usage of the 
property, the passage of time, or on a combi-
nation of those bases? 
b. Methods of depreciation. Should the accept-
able systematic and rational methods of 
depreciation for income producing real 
estate include increasing charge (interest) 
methods? Should those methods be equally 
acceptable in all circumstances or should 
specific circumstances or criteria be 
prescribed for their use? 
c. Implementation issues 
i. Interest rate. What interest rate should 
be used in applying the increasing charge 
(interest) methods? 
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ii. Period and residual or salvage value. Should 
the period of depreciation be defined as the 
property's economic life without considera-
tion of residual or salvage value or should 
the period be defined in terms of the pro-
perty's useful life to the owner with a 
specification of the basis of determining 
residual or salvage value? 
iii. Replacement components. Should special provision 
be made for items related to income producing 
real estate subject to periodic replacement? 
iv. Adoption of increasing charge methods. 
How should a change in accounting to 
adopt an increasing charge method be made? 
The issues raised are covered by existing GAAP but the guidance 
provided is general and is not sufficient nor specific enough to 
satisfactorily solve the complex problems in accounting for in-
come producing real estate. 
Relevant Accounting Literature 
18. The authoritative accounting literature on depreciation is 
relatively limited. Paragraph 56 of Accounting Terminology 
Bulletin No. 1 gives the following definition of depreciation 
accounting. 
Depreciation accounting is a system of account-
ing which aims to distribute the cost or other 
basic value of tangible capital assets, less 
salvage (if any), over the estimated useful 
life of the unit (which may be a group of assets) 
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in a systematic and rational manner. It is a 
process of allocation, not of valuation. Depre-
ciation for the year is the portion of the total 
charge under such a system that is allocated 
to the year. Although the allocation may pro-
perly take into account occurrences during the 
year, it is not intended to be a measurement 
of the effect of all such occurrences. 
19. APB Statement 4, "Basic Concepts and Accounting Principles 
Underlying Financial Statements of Business Enterprises," 
describes "systematic and rational allocation" as one of three 
pervasive expense recognition principles. 
Systematic and rational allocation. In the 
absence of a direct means of associating 
cause and effect, some costs are associated 
with specific accounting periods as expenses 
on the basis of an attempt to allocate costs 
in a systematic and rational manner among the 
periods in which benefits are provided. 
20. In defining inventory, Chapter 4 (paragraph 3) of ARB No. 
43 states: 
This definition of inventories excludes long-
term assets subject to depreciation accounting, 
or goods which, when put into use, will be so 
classified. The fact that a depreciable asset 
is retired from regular use and held for sale 
does not indicate that the item should be 
classified as a part of inventory. 
21. In discussing depreciation of emergency facilities, 
Chapter 9, (Section C, paragraph 5) of ARB No. 43 states: 
The cost of a productive facility is one of 
the costs of the services it renders during its 
useful economic life. Generally accepted 
accounting principles require that this cost 
be spread over the expected useful life of the 
facility in such a way as to allocate it as 
equitably as possible to the periods during 
which services are obtained from the use of 
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the facility. This procedure is known as 
depreciation accounting, a system of accounting 
which aims to distribute the cost or other basic 
value of tangible capital assets, less salvage 
(if any), over the estimated useful life of 
the unit (which may be a group of assets) in a 
systematic and rational manner. It is a process 
of allocation, not of valuation. 
22. ARB No. 44 (Revised), "Declining-Balance Depreciation," 
states the following in paragraph 2: 
The declining-balance-method is one of those 
which meets the requirements of being "system-
atic and rational." In those cases where the 
expected productivity or revenue-earning power 
of the asset is relatively greater during the 
earlier years of its life, or where maintenance 
charges tend to increase during the later years, 
the declining-balance method may well provide 
the most satisfactory allocation of cost. The 
conclusions of this bulletin also apply to other 
methods, including the "sum-of-the-years-digits" 
method, which produce substantially similar re-
sults. 
23. APB Opinion 6 revised Chapter 9 of ARB 43 as follows: 
17. Paragraphs 1 and 2 [ARB 43, Chapter 9B] are 
deleted and the following paragraph is substituted 
for them: 
The Board is of the opinion that 
property, plant and equipment 
should not be written up by an 
entity to reflect appraisal, 
market or current values which 
are above cost to the entity. 
This statement is not intended 
to change accounting practices 
followed in connection with 
quasi-reorganizations or reor-
ganizations. This statement may 
not apply to foreign operations 
under unusual conditions such as 
serious inflation or currency 
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devaluation. However, when the 
accounts of a company with 
foreign operations are translated 
into United States currency for 
consolidation, such write ups 
normally are eliminated. 
Whenever appreciation has been 
recorded on the books, income 
should be charged with deprecia-
tion computed on the written up 
amounts. 
24. FASB Statement No. 5, "Accounting for Contingencies," 
paragraph 2, cites depreciation as an example of an item 
involving inherent uncertainties that is not a contingency: 
...the fact that estimates are used to allocate 
the known cost of a depreciable asset over the 
period of use by an enterprise does not make 
depreciation a contingency; the eventual expir-
ation of the utility of the asset is not un-
certain. Thus, depreciation of assets is not a 
contingency as defined in paragraph 1, nor are 
such matters as recurring repairs, maintenance 
and overhauls, which interrelate with depreci-
ation. 
25. Accounting Research Monograph 1, "Accounting for Deprecia-
ble Assets" (Lamden, Gerboth, and McRae: AICPA, 1975) suggests 
the use of three sets of criteria (constraining, tailoring, and 
implementing) to select among accounting alternatives and 
explores the feasibility of applying such criteria to improve 
the structure and consistency of depreciation accounting. 
26. Views in the literature on the use of increasing charge 
methods vary. Appendix E presents a summary of views on the 
use of the sinking fund method of accounting from selected 
accounting literature. 
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Survey of Practice 
27. Appendix F to this paper presents the results of a NAARS 
search conducted in 1981 on companies that use increasing charge 
methods--the sinking fund method, a compound interest method, or 
the annuity method—for computing depreciation. The NAARS 
search indicates that the use of increasing charge methods of 
depreciation in the United States has been limited to a few 
companies, primarily regulated utilities. In Canada, however, 
the method is widely used by real estate companies. A survey 
conducted by the Canadian Institute of Chartered Accountants 
revealed that 36 of 39 real estate companies surveyed used the 
sinking fund method to compute depreciation. 
Issues 
The Basis of Cost Amortization 
28. In allocating the cost less the residual or salvage value 
of the depreciable component of income producing real estate 
among accounting periods on a systematic and rational basis, 
should the objective be to allocate the cost based on 
a. Revenue from the property? 
b. Usage of the property? 
c. Passage of time? 
d. A combination of revenue, usage, and time? 
- 19 -
29. Most believe that depreciation of income producing real 
estate should be a function of either the total economic life of 
the asset or its useful life to the current owner. But the 
consideration of what basis of allocation should be used to 
allocate cost to periods within the asset's economic or useful 
life raises the question of whether periodic depreciation should 
simply relate to time or whether depreciation accounting should 
also reflect the revenue generating pattern of the asset over 
its life. Those who support the use of the straight-line 
method of depreciation view one period no different from 
another. Others believe that depreciation accounting is 
fundamentally a matching procedure that should attempt to 
allocate the cost of an asset in proportion to the revenue to 
be generated. Service methods, the units of production method 
or, the more direct, net revenue method attempt to match the 
pattern of depreciation expense against the revenue pattern of 
the asset. 
Methods of Depreciation 
30. The basic issue concerning increasing charge methods of 
depreciation is whether they meet the criterion of systematic 
and rational allocation required for methods acceptable under 
GAAP and whether those methods reflect better than others the 
periodic economic results of owning and operating income produc-
ing real estate. The questions that should be addressed include: 
- 20 -
a. Should the increasing charge (interest) 
methods of depreciation be acceptable for 
income producing real estate? 
b. Should those methods be considered equally 
acceptable in all circumstances or should 
specific circumstances or criteria be pre-
scribed for those methods? 
31. In discussing constraining criteria, Accounting Research 
Monograph 1 concludes that the definition of depreciation 
accounting restricts acceptable allocation methods to those 
that 
a. allocate a depreciable base defined in terms 
of historical cost, 
b. are systematic rather than discretionary, 
c. are rational (based on internally consistent 
reasoning), 
d. provide for periodic charges to expense rather 
than lump-sum write-offs, and 
e. allocate the depreciable base of an asset over 
its estimated useful life. 
The monograph points out that those criteria would permit the 
use of many more methods than the few that have gained general 
acceptance in practice and concludes that "the accounting 
profession has implicitly adopted additional constraining 
criteria that limit acceptable methods to those that have 
attained some degree of consensus in practice." 
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32. Alternative methods discussed in the accounting 
literature include: 
a. the straight line method, 
b. decreasing charge methods (declining balance 
and sum of the years digits methods), 
c. units of production or service methods, 
d. methods based on net-revenue contributions -
methods under which depreciable cost is 
allocated in a manner consistent with the 
reasonably determinable anticipated revenues 
over the life of the asset, and 
e. increasing charge methods (sinking fund, 
annuity, and modified annuity methods). 
33. The straight line method and the decreasing charge 
methods (declining balance and sum of the years digits methods) 
are most frequently used in practice with the straight line 
method predominant. Those methods have clearly gained general 
acceptance, and their use is not an issue in this paper. 
Units of production or service methods are generally not consi-
dered appropriate to income producing real estate and are not 
discussed in this paper. Net revenue contributions methods 
represent an ideal system of matching the cost of an asset 
against the revenue it generates but are generally not used 
in practice for most assets because their use depends on the 
ability to make an objective forecast of the net revenue 
contributions of an asset. 
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34. Increasing charge methods, which under some circumstances 
approximates the results of net revenue contributions methods, 
are seldom used in practice for the depreciation of income 
producing real estate because they are widely viewed as unaccepa-
able methods under GAAP. Increasing charge methods consist of 
the sinking fund, annuity, and modified annuity methods. Under 
the sinking fund method, the annual depreciation is composed 
of (1) a fixed amount (the annual deposit that would be required 
to accumulate at interest over the asset's useful life a 
sinking fund equal to the asset's depreciable base) plus (2) 
the increasing amount of the annual interest on the accumulating 
balance of the hypothetical fund (see Appendix D). Under the 
annuity method, the annual depreciation is a fixed amount equal 
to the annual rent at an assumed interest rate of an ordinary 
annuity for a period of the asset's useful life with a present 
value equal to the cost of the asset less the present value of 
the residual or salvage value. The annual depreciation is 
offset each period by reporting the decreasing amount of 
imputed interest on the carrying amount of the asset as income 
and as a reduction of the accumulated allowance for depreciation 
(see Appendix D). Under the modified annuity method, a company 
depreciates the financed portion of the asset by the annuity 
method and the equity portion of the asset by one of the non-
interest methods. 
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35. Both the sinking fund and the annuity methods postpone 
significant depreciation charges until the later years of the 
asset's estimated useful life. For both methods, a critical 
implementation issue relates to the determination of an accepta-
ble interest rate. Both methods have the same net effects on 
the balance sheet and income statement, if the same interest 
rate assumption is used. However, under the annuity method, 
depreciation expense, which is a uniform amount for each period, 
in the aggregate exceeds the cost of the asset, because an 
interest factor is included. The excess is offset by imputed 
interest income on the net investment in the asset, which is 
shown separately in the income statement. Some accountants 
object to presenting such excess depreciation expense and the 
hypothetical interest income. 
36. Some believe that the increasing charge methods best 
achieve what they view as the objective of depreciation account-
ing for income producing real estate. Many companies believe 
that those methods complement typical mortgage amortization 
schedules for long term financing for income producing real 
estate more realistically than the straight line or decreasing 
charge methods and would achieve a periodic accounting result 
that more closely reflects the periodic economic results of real 
estate operations. They base their view on the nature of real 
estate operations. They believe that real estate investments 
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are made with a desired rate of return. In their view, the 
ideal method of accounting for income producing real estate 
investments would be to estimate periodic net revenue (revenue 
less cash operating expenses such as insurance and maintenance) 
and allocate the sum of interest and depreciation charges so as 
to produce a curve similar to the net revenue curve. They 
contend that the approach is a variant of what Thomas, Lamden, 
et al call the net revenue contributions approach, although they 
recognize that, as Thomas points out, a net revenue contributions 
approach seldom can be fully implemented because of practical 
difficulties.5 Nevertheless, they believe that, at least 
under certain circumstances, such as those that generally apply 
to income producing real estate, the net revenue contributions 
approach is a model that can be approximated in matching costs 
with revenue. They believe that an increasing charge method is a 
surrogate for the net revenue contributions approach, since, as 
illustrated in Appendix D, use of the method will produce a net 
income pattern that approximates the pattern produced by that 
approach. 
37. Many accountants believe that depreciation accounting 
methods should be judged as acceptable or unacceptable solely on 
the basis of whether a particular method is systematic and 
5 Arthur L. Thomas, The Allocation Problem in Financial Ac-
counting Theory; Charles W. Lamden, Dale L, Gerboth, 
Thomas W. McRae, Accounting for Depreciable Assets. 
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rational, that no systematic and rational method should be con-
idered unacceptable. They believe that companies should be 
allowed more freedom in portraying the results of operations, 
particularly the timing of capital cost recovery, in a manner 
that more closely parallels what their management believes the 
economic results to be. Although the reasons for the factors 
of physical and economic obsolescence not causing a straight 
line consumption of capital for income producing real estate 
are many and varied, the results are observable and should not 
be denied. 
38. Appendix D illustrates depreciation expense, net asset 
balance, and income before taxes over the 50 year life of an 
income producing property using the following methods of deprecia-
tion: 
• straight line, 
• double declining balance, 
• sinking fund, and 
• net revenue contribution. 
Criteria for Use of Methods 
39. Some believe that increasing charge methods are system-
atic and rational and that all systematic and rational methods 
should be acceptable without any restrictions on their use. 
40. Others agree that increasing charge methods are system-
atic and rational but believe that special criteria should be 
prescribed for the use of the methods. They advocate limited 
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application of the methods because of concern that reasonable 
assurance of a constant or increasing net revenue stream over 
the asset's estimated useful life should be demonstrable and 
that recoverability at any time of the remaining carrying value 
of the asset through the remaining future revenue stream should 
be reasonably assured. In developing proposed limiting criteria, 
they consider factors such as type of asset, the existence of 
rent controls, type of enterprise, existence of leases, con-
tracts, or guarantees, amount and term of leases, contracts, and 
guarantees, capabilities of projecting revenue, estimated 
useful life of the asset, risks of obsolescence, experience in 
renewing leases or contracts, existence and volatility of 
operating expenses, and the reliability of tests of the ability 
to fully recover the cost of the asset. 
Implementation Issue 1: Interest Rate 
41. The increasing charge (interest) methods of deprecia-
require an interest rate for their calculation, and many 
believe that the rate should bear a direct relationship to 
the circumstances of the property under consideration. 
Some believe that the rate should be similar to the interest 
rate in the long term mortgage market at the date of acquisi-
tion of the property. They believe that the use of such a 
rate would cause net income to parallel the net cash flow 
generated by income producing real estate, after the payment 
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of both interest and principal on any mortgage related debt. 
Achieving that parallel is a primary reason for accepting 
interest depreciation methods. Even if a property is not 
leveraged as completely as possible, using a market mortgage 
interest rate in determining depreciation would provide earn-
ings comparability with what seems to be the norm, highly 
leveraged income producing properties. 
42. Others believe that a minimal risk rate should be used. 
They define a minimal risk rate as the rate that applies to 
securities with minimal credit risk adjusted to exclude the 
inflation risk; the rate that they advocate differs from a risk 
free rate in that some element of credit risk is reflected. 
They believe that inflation risk should be eliminated because 
the levels of inflation over the long periods associated with 
the investment are uncertain. Instead, they believe that the 
inflation element should be reflected in current income over 
the life of the investment. Advocates of the minimal risk rate 
believe that such a rate is consistent with the theory underly-
ing the interest methods of depreciation that a theoretical 
fund is being set aside in investments that will accumulate to 
the asset's original cost by the end of the asset's economic 
life. They also believe that is is consistent with the objec-
tive of investments in income producing real estate of achieving 
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a level return on unrecovered investment and that the use of 
such a rate yields a cost recovery pattern consistent with the 
economic results of operating income producing real estate. 
43. Advocates of both the mortgage rate and the minimal 
risk rate agree that the choice between the two rates should 
depend on the depreciable life used. If a market mortgage rate 
is used, the depreciable life should approximate the term of 
current mortgage debt. If a minimal risk rate is used, the 
depreciable life should be the entire economic life of the 
asset, not limited by the terms of current mortgages. 
44. Some believe that the rate should theoretically be the rate 
of interest that the enterprise could earn by investing in securi-
ties. They believe that such a rate measures the opportunity 
cost of investing in the property. The arguments against the use 
of such rates are that they would produce too great a contrast 
between early depreciation provisions and those near the end of 
the asset's life and that determining such rates over the life of 
the property is impractical. 
45. Others believe the rate should be arbitrarily limited. 
They believe that on practical grounds a conservative rate should 
be required to avoid excessively small provisions for deprecia-
tion in early periods of the asset's life. 
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Implementation Issue 2: Period and Residual or Salvage Value 
46. Determining the useful life of an income producing 
real estate project involves estimating the period of economic 
benefit and period of physical existence, a process that is often 
highly subjective. The issues addressed relate to whether cost 
should be allocated based on the total economic life of the asset 
or on the period of its expected use by the present owner. The 
primary focus is on whether increasing charge (interest) methods 
are appropriate when either the economic life or the useful 
life to the owner is used. Useful lives are now determined 
primarily on the basis of income tax regulations and industry 
practice. Other related issues to be considered include (a) 
factors considered in determining lives and (b) revisions in 
lives. 
47. Terms related to this issue are 
• Useful life: 
The period between the acquisition of an asset 
and its anticipated retirement - the period 
during which a depreciable asset is expected to 
provide economic benefits to the present owner. 
(Accounting for Depreciable Assets, AICPA 
Research Monograph, p. 64) 
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• Economic life; 
The estimated remaining period during which the 
property is expected to be economically usable 
by one or more users, with normal repairs and 
maintenance, for the purpose for which it was 
intended at the inception of its use. 
(FASB Statement No. 13, paragraph 5g.) 
Internal Revenue Service Regulation 1.167(a) - (b) gives the 
following guidance as to "useful life": 
...the estimated useful life of an asset is not 
necessarily the useful life inherent in the 
asset but is the period over which the asset may 
reasonably be expected to be useful to the 
taxpayer in his trade or business or in the 
production of his income. This period shall be 
determined by reference to his experience with 
similar property taking into account present 
conditions and probable future developments. 
Some of the factors to be considered in determin-
ing this period are (1) wear and tear and decay 
or decline from natural causes, (2) the normal 
progress of the art, economic changes, inventions, 
and current developments within the industry and 
the taxpayer's trade or business, (3) the 
climatic and other local conditions peculiar to 
the taxpayer's trade or business, and (4) the 
taxpayer's policy as to repairs, renewals, and 
replacements. 
These terms are important to investors because the use of the two 
different periods in depreciation accounting may have signifi-
cantly different effects on the accounting results. The 
definition of economic life focuses on the total period of 
economic usefulness without regard to whether the asset is 
expected to be owned by one or more users during its economic 
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life. In contrast, the definition of useful life focuses on 
the period of economic usefulness to the owner of the asset, 
which may be less than the total economic life of the asset, 
particularly for income producing real estate. Using useful 
life places emphasis on residual values that can be sig-
nificant if the owner intends to dispose of the asset before 
the end of its economic life. 
48. Factors often considered in determining useful life 
include, but are not limited to, (a) physical deterioration, (b) 
functional obsolescence, (c) technological obsolescence, (d) the 
periods of benefit, (e) the type of property, (f) experience 
with similar properties, (g) the location of the property, and 
(h) competition. 
49. Advocates of useful life believe that the asset's net 
cost to the current owner -- cost less residual value on 
expected date of disposition -- should be its depreciable 
base. Only in that way would depreciation expense relate to 
revenue generated over the period of the asset's use by the 
current owner. They believe that the periodic revenue capability 
and therefore the residual value, at various points in time, will 
not vary ratably over the asset's economic life; depreciating the 
asset over its useful life, given a reasonably accurate estimate 
of residual value to the current owner, would result in allocating 
only the current owner's net cost to his revenue stream and would 
minimize gains or losses on disposition of the asset. 
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50. Those who support the economic life concept do so more 
because of a concern about implementation of the useful life 
concept than from a strong theoretical conviction. They believe 
that increasing charge (interest) methods produce a pattern of 
capital charges consistent with revenue and cash flow patterns 
only if the economic life concept is used. They believe that 
approximating those patterns is the fundamental reason for using 
the methods for income producing real estate and argue that the 
use of the useful life to the owner as the period of depreciation 
is inconsistent with the rationale for using those methods. They 
believe that the use of a period less than the economic life of 
the asset requires highly unreliable estimates of the period that 
the owner may use the asset and of the amount that prospective 
purchasers may be willing to pay for its remaining utility at the 
end of that period. Those concerns are compounded for income 
producing real estate because of the long economic lives involved 
and the significant residual values that generally exist at 
various points during the asset's life. For example, if an owner 
currently intends to hold income producing real estate for 12 
years, estimates would be required of the residual value at the 
end of 12 years. Because residual values of many income producing 
real estate properties are significant in relation to their 
costs, the net cost to be depreciated by the current owner might 
be very low in relation to the net cost determined on the basis 
of the asset's economic life. Some believe that adopting current 
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value accounting would be preferable to using what they consider 
unreliable estimates of residual values inherent in the useful 
life concept, because current value accounting is at least done 
in the framework of estimates made currently with facts known 
currently rather than based on guesses about the future. 
51. The decision on the period of increasing charge deprecia-
tion is closely related to the decision on residual or salvage 
value. Two basis questions concerning the determination of the 
residual value of income producing real estate are: 
a. How should the concept of residual value be 
defined? 
b. What basis should be used for estimating 
residual value? 
Residual value may be defined as the estimated value of the asset 
at the end of its useful life to a particular user or as the 
scrap value of the asset at the end of its economic life. 
52. Under generally accepted accounting principles, the amount 
of cost to be depreciated is determined as the difference between 
total cost and estimated "salvage value." The term "salvage 
value" has often been considered to be the same as "junk" or 
"scrap" value and, as a result, generally is given little atten-
tion in determining amounts to be depreciated for assets. 
However, the underlying accounting theory is that the amount to 
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be depreciated is the net cost to the enterprise of using the 
property, which necessitates an estimate of the value of the 
property at the end of that period. Accounting Research Mono-
graph No. 1 states: 
In theory, estimated salvage value should 
be deducted from the cost of an asset to 
determine the amount to be allocated over 
its estimated useful life. However, in 
practice, salvage value is commonly ig-
nored ... perhaps more on the basis of 
immateriality than on the basis of prin-
ciple.6 
However, resale values of income producing real estate proper-
ties are often high in relation to acquisition cost, and such va-
lues are difficult to estimate accurately, particularly for assets 
with long lives. 
53. In practice, estimates of residual values used in 
depreciation calculations are often significantly less than 
amounts ultimately realized. Income tax considerations provide 
one possible reason why such estimates have tended to be low. 
Another possible reason is that resale values are often the 
results of price increases. The estimate is also affected 
by the view adopted as to whether it is the value at the end of 
the useful life to the owner or at the end of the asset's 
economic life. 
6 Lamden, Gerboth, and McRae, Accounting for Depreciable 
Assets (New York, AICPA, 1975), p. 57 
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54. Those who support the economic life concept of deprecia-
tion believe residual value is essentially scrap value at end of 
the asset's usefulness. They would base the estimate of residual 
value on the net amount expected to be recovered from the disposal 
of the improvements at the end of their economic usefulness. 
They believe that the best estimate of that value usually is zero. 
55. Those who support depreciation based on the useful life to 
the owner believe that the resale value of income producing 
real estate is significant in relation to its acquisition cost 
and may sometimes exceed acquisition cost. They believe that in 
estimating resale value, income producing property should be 
viewed as a unit consisting of land and improvements and that the 
estimate should be based on the expected selling price of the 
unit at the end of its useful life to the current owner. They cite 
the definition of estimated residual value in FASB Statement 
No. 13 to support that view. 
Implementation Issue 3: Replaceable Components 
56. Components of income producing real estate subject to 
periodic replacement are of special concern when increasing 
charge methods of depreciation are used. Some believe that 
providing for replaceable components is a capital budgeting 
decision that should not affect the depreciation pattern. Others 
believe that if increasing charge methods of depreciation are 
used, special provision should be made by charges to expense to 
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provide for components subject to periodic replacement. They 
argue that even when income producing real estate is reported at 
current market prices, provisions for items subject to periodic 
replacement are required. 
Implementation Issue 4: Adoption 
57. APB Opinion 20, Accounting Changes, requires the use of 
the cumulative effect method for a change in accounting principle 
other than those for which special treatment is provided. A 
change in estimate recognized in whole or in part by a change 
in accounting principle is required to be reported as a change 
in estimate. Some believe that a change to an increasing 
charge method of depreciation should be reported in accordance 
with APB Opinion 20. 
58. Others believe that because of the significant effect 
of such a change, the method of adopting the change should 
receive special attention. They believe that such a change 
should be reported retroactively because of its pervasive 
effect on the financial statements. They believe that since 
such a change may be accompanied by a change in estimated life, 
it would be unclear whether APB Opinion 20 would require such a 
change to be reported as a change in accounting principle or a 




59. Paragraphs 60 to 70 present the the advisory conclusions 
of the AICPA's Real Estate Accounting Committee and of the 
Accounting Standards Executive Committee (AcSEC) on the issues 
raised in this paper. The Real Estate Accounting Committee 
unanimously approved the advisory conclusions, and AcSEC approved 
the conclusions by a vote of 11 to 1 with 2 abstentions. 
The Basis of Cost Amortization 
60. The objective in depreciating income producing real 
estate as defined in paragraphs 1 and 2 of this paper should be 
to allocate the cost on the basis of the asset's potential 
revenue contributions. Depreciation accounting is fundamentally 
a matching process and methods based on net revenue contribu-
tions provide the ideal system of matching the cost of an asset 
with the revenue from the asset. The objective is consistent 
with the pervasive expense recognition principle of associating 
cost with revenue on the basis of cause and effect.7 The 
objective is seldom fully achieved in practice but it leads to 
the selection of methods that approximate the desired results. 
Methods of Depreciation 
61. The sinking fund method of depreciation is an acceptable 
method of depreciation for income producing real estate as 
defined in paragraphs 1 and 2 of this paper that is estimated 
7 APB Statement No. 4, paragraph 157. 
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to have a level or an increasing net revenue pattern over its 
economic life. The method is systematic and rational and in 
the circumstances described in this paper best achieves the 
objective of deprerciation for income producing real estate to 
match cost with net revenue contributions. 
62. Enterprises that invest in income producing real estate 
of the type defined in this paper should be able to use deprecia- 
tion methods that reflect the cost recovery pattern of the 
asset. The sinking fund method of depreciation in the circum-
stances described would reflect the investment characteristics 
of income producing real estate and a level return on the 
unrecovered investment in the property. 
63. Although the annuity method of depreciation is systematic 
and rational and achieves the same net results as the sinking 
fund method, the annuity method is not an acceptable method 
because of the undesirable effects of artifical credits to 
income. 
Criteria for Use of the Sinking Fund Method 
64. Use of the sinking fund method should be limited to 
income producing real estate as defined in paragraphs 1 and 2 
of this paper for which future cash flows are reasonably 
estimable as discussed in paragraph 2. The estimated net 
revenue contribution of the property should be level or increas-
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ing over its economic life. Although it may be observed that 
several factors, such as increasing market values and inflation, 
create a presumption that most income producing real estate 
meets that criterion, the following factors should be considered 
in assessing whether a property meets the criterion. 
• Is the property amenable to use by a large 
number of potential tenants? 
• Is the reasonableness and reliability of 
the projected stream of net cash flows 
from the property corroborated by 
unrelated parties, such as lenders who 
finance a substantial portion of the 
cost of the property or similar properties 
with nonrecourse debt or unrelated equity 
investors? 
• Is the property affected by known 
demographic factors, such as association 
with a local economy based on a depleting 
industry, which will probably produce a 
declining demand? 
• Is the property subject to physical or 
economic conditions that indicate a 
probability of declining net revenue 
through loss of the utility of the property? 
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Interest Rate 
65. Application of the sinking fund method requires specifica-
tion of an interest rate. The interest rate is an arithmetic 
quantity needed to calculate the depreciation charge. The 
rate used should have an empirical basis and should be a 
conservative rate, which over the long term approximates a 
minimal risk rate and is similar to rates used in the actuarial 
determination for pension funding. It should be based on rates 
for securities with minimal credit risks adjusted to exclude 
the inflation risk. However, the rate should not exceed 
6%. A minimal risk rate is consistent with the long term 
funding concept underlying the use of the method and the 
objective of achieving a level return on unrecovered investment. 
66. Only a long term minimal risk rate is consistent with 
the objective of sinking fund depreciation. The use of such a 
rate yields a cost recovery pattern consistent with the economic 
results of operating income producing real estate. A secondary 
benefit of using such a rate is that it generates an earnings 
pattern more consistent with cash flows generated by income 
producing properties. It narrows the gap that now exists 
between reported earnings and cash flow. Therefore, earnings 
measured using interest rate methods of depreciation would be 
more useful to lenders, stockholders, investment analysts, 
joint venture partners, and others who rely on the financial 
statements of enterprises operating income producing real 
estate. 
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Period of Depreciation and Salvage Value 
67. The period of depreciation for applying the sinking fund 
method to income producing real estate should be the estimated 
economic life of the asset. The use of the economic life is 
the only acceptable approach to applying the sinking fund 
method to income producing real estate. Income producing real 
estate should not be depreciated on the sinking fund method 
over a period based on an estimate of useful life to the owner. 
Its value derives from its income producing capability over its 
remaining useful economic life in the hands of all owners, and 
to permit use of a shorter period requires highly unreliable 
estimates as to what period the owner may choose to operate it 
and what prospective owners may be willing to pay for the 
remaining income stream. 
68. The use of economic life as the period of depreciation 
eliminates the concern about estimating residual or salvage 
value. The value of the depreciable component of income 
producing real estate at the end of its economic life should be 
expected to be zero because the remaining value is attributable 
to the land or land leasehold. 
Replaceable Components 
69. The cost of replaceable components should be segregated 
and should be depreciated on a method other than the sinking 
fund method. 
Adoption of Method 
70. A change in accounting to adopt the sinking fund method 


























































































































































































































































































































































































































































- 44 - APPENDIX C 
CONNECTICUT GENERAL MORTGAGE AND REALTY INVESTMENTS 
Excerpt from Management's Discussion and Analysis of Operations 
Paragraphs 10 and 11 of this issues paper describe the 
problems created by the reported income pattern of income produc-
ing real estate being significantly out of phase with the 
pattern of distributable cash flow from such property. The 
following excerpt from Management's Discussion and Analysis of 
the Summary of Operations from the 1980 annual report to 
stockholders of Connecticut General Mortgage and Realty Invest-
ments (CGM), an equity real estate investment trust, is an 
example of how such companies view the lack of an economic 
relationship between net income after depreciation, capital 
needs, and, therefore, dividend programs. 
Distributable Funds and Distributions Declared 
As shown in the summary of operations, net income 
has been significantly lower than distributable 
funds and distributions declared have exceeded net 
income in each of the past five years. This histori-
cal divergence is anticipated to continue in the gap 
between net income before gain on disposition of 
investments and distributable funds (also referred 
to as funds available for distribution or reinvest-
ment) and is anticipated to increase as the Trust 
continues to invest in real estate equities in 
preference to mortgage loans secured by real estate. 
There are two principal reasons for this divergence. 
First, depreciation charges on real estate owned are 
a source of funds from operations which the Trust 
considers available for distribution or reinvestment. 
Second, cash distributions to the Trust from its 
partnership investment operations also represent 
- 45 -
funds available for distribution or reinvestment. 
Such distributions have consistently exceeded the 
Trust's share of partnership operations due to 
depreciation charges, a source of funds for the 
partnerships. This divergence is important to 
shareholders because it is the Trust's dividend rate 
which is believed sustainable in light of expected 
levels of distributable funds, rather than net 
income. 
Over the past six years, CGM has generated over $75 
million of net funds from operations. Of this amount, 83% or 
over $62 million has been distributed and 17% or $13 million 
has been retained for future distribution or reinvestment. 
During the same six year period, CGM reported net income of 
approximately $49 million. As a result, CGM distributed $13 
million more than the total net income reported and reduced 
reported shareholders' equity over the same period by $13 
million. Some suggest that CGM distributed capital despite its 
retention of $13 million of net funds generated by operations 
for future distribution or reinvestment. Taken together, the 
$13 million decrease in shareholders' equity and the retention 
of $13 million of net funds generated by operations produce a 
$26 million excess of funds generated by operations over net 
income reported. Those facts are graphic evidence that invest-
ment real estate companies may pay substantial dividends 
in excess of historical cost net income. 
- 46 - APENDIX D 
ABC Shopping Center 
This appendix includes two graphs that illustrate 
depreciation expense and net asset balances using the following 
depreciation methods: 
• straight line, 
• double declining balance, 
• sinking fund, and 
• net revenue contribution. 
The illustrations are based on the following assumptions: 
• Land cost is $1,000,000. 
• Building cost is $30,000,000 with zero salvage value. 
• Depreciable life is 50 years. 
• Mortgage financing is $27,000,000 for 30 years at 11%. 
• Interest rate used for the sinking fund method is 6%. 
• Total net revenues are $115,000,000. 
• Net revenues available for debt service are held 
constant at $3,600,000 each year. 
The calculations of the annual amounts of depreciation 
under alternative depreciation methods based on the data for ABC 
Shopping Center are presented below. 
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Sinking Fund 
Under the sinking fund method, the annual amount of 
depreciation represents the sum of (1) a fixed amount (the 
annual deposit that would be required to accumulate at the 
assumed interest rate over the asset's economic life a sinking 
fund equal to the asset's depreciable base) and (2) the increas-
ing amount of annual interest on the accumulating balance of the 
hypothetical fund. A refinement of the method that facilitates 
computing interim amounts is to assume that deposits to the fund 
are made monthly. That approach was used in preparing the graph 
in this appendix. 
The steps in calculating depreciation under the method 
are: 
1. Determine the amount of the annual 
(or monthly) deposit required to 
accumulate over the asset's life at 
the assumed interest rate a sinking 
fund in the amount of the asset's 
depreciable base. The required 
deposit is the rent of an ordinary 
annuity which, at the assumed interest 
rate, will accumulate over the asset's 
life to an amount equal to the asset's 
depreciable base. 
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2. Using the amount of the deposit 
determined in (1), compute the fund 
balance at the end of the year. 
3. Compute the increase in the fund 
for the year, which is the annual 
depreciation charge. 
The computations of depreciation for ABC Shopping Center 
on the sinking fund method, both on the basis of assumed annual 
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(1) The annual deposit equals $30 million divided by 290.3359 
(amount of an annuity of 1 for N=50 periods at 6%). 
(2) The monthly deposit equals $30 million divided by 3,787.4006 
(amount of an annuity of 1 for N (N=600 or 50 x 12) 
at 1/2% (1/12 of 6%)). 
(3) Amount of an annuity of 1 for N years (annually) or 
N months (monthly) at 6% annually or 1/2% monthly. 
Annuity Method 
Under the annuity method, annual depreciation is a fixed 
amount that represents the rent of an ordinary annuity whose 
present value at the assumed interest rate and for the term of 
the asset's life is equal to the asset's depreciable base. The 
annual depreciation charge is offset each period by reporting 
imputed interest on the carrying amount of the asset as income 
and as a reduction of the accumulated allowance for depreciation. 
A C 
- 50 -
The steps in computing depreciation under the annuity 
method are: 
1. Determine the rent of an ordinary annuity 
whose present value at the assumed interest 
rate and for the life of the asset is equal 
to the asset's depreciable base. 
2. Compute imputed interest income at the assumed 
interest rate on the carrying amount of the 
asset at the beginning of the year. 
3. Charge the imputed interest computed in (2) 
against the accumulated allowance for depreci-
ation. 
The computations of depreciation for ABC Shopping Center 















(6% of E) 
Net effect 
on income 





Initial carrying amount of asset 
$1,903,329* $1,800,000 $103,329 
1,903,329 1,793,800 109,529 
1,903,329 1,787,279 116,100 
1,903,329 1,780,263 123,066 












The fixed amount of annual depreciation equals $30 million 
divided by 15.7618 (the present value of an ordinary annuity 
of 1 for N=50 at 6%). 
A B C D E 
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Net Revenue Contribution 
Net revenue is defined as gross revenues less operating 
costs and interest directly associated with the property. The net 
revenue contribution method is applied by allocating the total 
$30,000,000 cost to be depreciated ratably over the total net 
revenue of approximately $115,000,000 over the asset's 50 year 
economic life. Depreciation expense using the net revenue contribu-
tion method was calculated for the ABC Shopping Center by ratably 
assigning portions of the total depreciable cost of the asset 
($30,000,000) to each dollar of net revenues. Since the illustra-
tion is based on the assumption that the asset will generate 
approximately $115,000,000 in net revenues over its 50 year life, 
asset cost equal to 26.2% ($30,000,000 cost $115,000,000 net 
revenues) of net revenues reported is allocated to each period. 
For years 1-3 and cumulative over the asset's life, depreciation 
expense is as follows: 
Net Depreciation 
Year revenues expense 
1 $ 636,000 166,000 
2 650,000 170,000 
3 666,000 174,000 
1-50 115,000,000 30,000,000 (rounded) 
Straight line 
Annual depreciation expense (ADE) using the straight 
line method of depreciation is calculated by dividing the total 
original depreciable cost by the economic life of the asset. 
ADE (years 1-50) = $30,000,000 
50 
ADE (years 1-50) = $600,000 
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Double declining balance 
Annual depreciation expense using the double declining 
balance method is calculated by multiplying the balance of 
depreciable cost at the beginning of each year by the reciprocal 
of the asset's economic life 50 = 2%) and then multiplying 
the product by 2. For years 1 through 3, the calculations are: 
Year 
Depreciable Cost 
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- 55 - APPENDIX E 
VIEWS ON INCREASING CHARGE METHODS OF DEPRECIATION 
This appendix presents excerpts from selected accounting 
literature that discuss the acceptability of increasing charge 
(interest) methods of depreciation, with the primary focus on 
real estate. A bibliographical listing of that literature 
follows the excerpts. 
Methods Acceptable 
In 1971, the Canadian Institute of Chartered Accountants 
(CICA) published a Research Study, Accounting for Real Estate 
Development Operations, prepared by a special study group 
established by the CICA Accounting and Auditing Research Com-
mittee. The study is a comprehensive treatment of real estate 
accounting and contains an extensive discussion of depreciation 
The study reached the following conclusion on depreciation. 
(1) No depreciation is necessary on properties 
that are developed for sale only, apart from 
writing down the carrying value from cost to 
market where applicable. Depreciation should 
be provided on any property that has commenced 
to produce income, regardless of whether or 
not it is being held for eventual sale. 
(2) Regardless of the method of depreciation, the 
amount of depreciation provided should be such 
that the written down book value of a property 
is not significantly higher than its net 
realizable value, which may be affected by 
reason of obsolescence or any other factor 
that would influence the anticipated future 
yield on the property. 
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(3) The sinking fund method is an acceptable basis 
for providing depreciation on income-producing 
properties. The characteristics of the method 
are such that selection of an appropriate 
interest factor and estimation of the useful 
economic life of a property must be made with 
extreme care. 
Philip L. Defliese advocated a method similar to the 
annuity method in a 1973 paper prepared for the Securities and 
Exchange Commission, "Should Accountants Capitalize Leases?" 
Views and Comments Provided to the Securities and Exchange 
Commission. The following are excerpts from that paper. 
• Depreciation. The equal acceptability (for 
financial accounting purposes) of accelerated 
methods and the straight-line method of 
depreciation scarcely makes for comparability. 
In general, accountants do not challenge use 
of the straight-line method by a company even 
though other companies in the same industry 
may use accelerated methods. In theory, a 
company should select a method in accordance 
with valid accounting and operating criteria, 
but unfortunately acceptable criteria have not 
been agreed upon. The problem is further 
complicated by the existence in some industries 
of substantial variations in the estimated use-
ful lives of major facilities and the fact that 
the SEC has banned the use of sinking-fund and 
annuity depreciation.10 
The SEC, on an informal basis, will not 
accept sinking-fund or annuity method 
depreciation. They are acceptable in 
certain situations in other countries, 
such as Canada and the United Kingdom. 
10 
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Interest methods. The sinking fund, annuity, 
and similar interest methods of depreciation 
attempt to allow for the interest return on un-
recovered investment. These methods have few 
adherents today because of concern about smaller 
charges in the earlier years; obviously the 
impact on the income statement of the cost of the 
unrecovered investment is ignored in their think-
ing. But years ago, these methods were recommended 
for investment real estate property as a means of 
offsetting higher interest on debt in the earlier 
years, thereby achieving a form of level costing. 
Such results would be laudatory if they were not 
so difficult to support without close considera-
tion of the interest on unrecovered investment 
concept developed here, but not otherwise spon-
sored. Except for the inclusion of tax effects 
(a factor that has become more prominent in 
recent years), the approach advocated in this 
paper has a remarkable kinship to the annuity 
concept. 
In Accounting - An Analysis of Its Problems, Volume One, 
Moonitz and Jordan state (pages 389 and 396): 
The annuity method, or its equivalent where 
periodic services are assumed to be unequal, is 
the only method which reflects completely the 
operating and financial factors involved. It 
is, however, not widely employed in practice and 
is objected to in principle by many competent 
authorities. These objections are considered in 
conjunction with the following discussion of the 
straight-line method. 
* * * * 
The sinking-fund method is employed occasionally, 
expecially by public utilities. This method 
treats depreciation as though it were literally 
a replacement fund of earmarked assets; it is 
therefore distinctly faulty in conception. The 
only favorable comment that can be made of the 
method is that, in the case of nonmanufacturing 
enterprises, it will have the same effect on 
net profit as the annuity method. It should not, 
however, be confused with the annuity method. 
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In their Recommended Accounting Practies for Real Estate 
Companies, second edition 1979, the Canadian Institute of Public 
Real Estate Companies stated (Section 500.02): 
The most appropriate method of calculating 
depreciation is dependent upon the nature 
of the project. One can visualize a build-
ing built to the lessee's specifications 
with a short economic life on which the 
straight line, or diminishing balance method 
of depreciation might be most appropriate. 
On the other hand, the sinking fund method of 
depreciation might be most appropriate in the 
case of a building with a relatively long 
economic life where the progressively decreas-
ing interest costs tend to match the progress-
ively increasing depreciation costs. This 
method has become widely accepted in the real 
estate development industry in Canada. 
In Accounting Research Study No. 7, Inventory of Generally 
Accepted Accounting Principles for Business Enterprises, Paul 
Grady states (pages 150-151): 
Two increasing charge methods that meet the 
requirements of being "systematic and rational" 
are the sinking fund and the annuity methods. 
The sinking-fund method, which is used primarily 
by public utilities, in certain western states, 
treats depreciation as if it were, in fact, a 
replacement fund. Each period's depreciation 
charge is composed of (1) an amount that would 
accumulate to the total amount invested in 
depreciating assets by the end of their 
estimated useful life if that amount were 
invested each period at the interest rate 
implicit in the situation, and (2) interest on 
the accumulated depreciation at the beginning 
of the period. 
The annuity method has some theoretical support 
but is seldom used for expensing fixed assets 
except in the case of some leaseholds. This 
method treats the amount paid for an asset as 
the present value of anticipated benefits from 
the use of the asset. It results in an increas-
ing charge to depreciation each period because 
it includes an interest charge on the net book 
value at the beginning of the period. 
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Methods Acceptable in Some Circumstances 
The ninth edition of Montgomery's Auditing states (page 
469) : 
Annuity and Sinking-Fund Depreciation. Ex-
cept for a few instances permitted by regula-
tion, depreciation methods that use interest 
or present values are not acceptable. These 
methods are occasionally found in practice 
outside of the United States. 
The second edition of the Handbook of Modern Accounting 
states (page 20-14): 
COMPOUND-INTEREST METHODS 
Two compound-interest methods of deprecia-
tion that are similar in their effect on 
income and assets have been described in 
the literature and have received limited 
use in the electrical utility industry in 
the United States. 
Accounting Research Monograph No. 1, Accounting for 
Depreciable Assets, states (page 97): 
Rate of return on investment. The sinking-
fund method and the annuity method, two 
increasing-charge methods that have been 
described in the accounting literature but 
are rarely used in practice, have the same 
general effect and are supported by the 
same basic argument. That argument is as 
follows. 
The methods tend to equalize each 
year's reported rate of return on 
the net book value of a depreciable 
asset. 
The argument implies a criterion that can 
be stated somewhat as follows. 
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• If everything else, especially revenue 
and use, is equal in each period, 
depreciable assets should be reported 
as earning a constant rate of return. 
The objective specified is to allocate the 
cost of depreciable assets so as to maintain 
a constant rate of return. That objective 
can be easily implemented in concept without 
the need for empirical investigation. How-
ever, the other-things-equal condition 
required by the criterion is seldom, if ever, 
found in practice. 
Methods Theoretically Justified 
Donald Rappaport and James 0. Stepp discuss the methods 
in "The Unreal World of Real Estate Accounting," published in 
the Price Waterhouse Review, Winter 1973. They states 
In Canada, some accountants believe income 
properties possess unique characteristics. 
They have adopted sinking fund annuity 
methods of depreciation, which result in 
increasing depreciation charges with the 
passage of time. 
Their method is theoretically justifiable. 
But, in the light of actual practice, it is 
artificial and contrived. Real estate 
investors do not use a depreciation concept 
in determining the soundness Of a potential 
or existing real estate investment. Their 
calculations are strictly oriented to cash 
return. While the result may look like it 
closes the gap, a major discrepancy between 
the investor's outlook and the accountant's 
remains. No doubt, arguments for using it 
would be abandoned in a hurry if the numbers 
didn't work out. 
No Discernable Position on the Methods 
Other sources listed in the following bibliography discuss 
the methods without taking a discernable position. They include 
the publications of Arthur Thomas, George H. Newlove and Paul 
Garner, and Arthur Andersen & Co. 
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- 63 - APPENDIX F 
COMPANIES USING INCREASING CHARGE (INTEREST) METHODS 
OF DEPRECIATION 
NAARS Search, April 14, 1981 
A search of the 1979-1980 NAARS file of annual reports 
indicated that 11 of the 4,170 companies in the file used some 
form of increasing charge (interest) depreciation for some of 
their assets. The following schedule identifies those companies 
and presents descriptions of their practices from the notes to 
their financial statements: 
Company 
1. Hawaiian Electric 
Company, Inc. 
NYSE Annual Report 
Dec. 31, 1979 








NYSE Annual Report 
Dec. 31, 1979 
Extract from Notes 
Note: 11: 
...The Company and its subsidiaries 
make...use of ... compound interest 
method in computing depreciation for 
plant placed in service prior to 
January 1, 1968... 
Note: 1: 
(b) Real estate is carried at cost 
less accumulated depreciation of 
$2,220,763 in 1979 and $1,996,659 
in 1978. Depreciation is computed 
principally using a sinking fund 
method...Depreciation on the home 
office properties is computed 
principally using a sinking fund 
method... 
Note-1: 
...WATER SERVICE -- The 4% compound 
interest method is used to compute 
depreciation on water service plant; 
this is an increasing charge method 
which is intended to provide a fixed 
rate of return on water service plant. 
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Company 
4. Portland General 
Electric Company 
NYSE Annual Report 
Dec. 31, 1979 
5. Puget Sound Power 
& Light Company 
ASE Annual Report 
Dec. 31, 1979 
6. Utah Power & Light 
Company 
NYSE Annual Report 
Dec. 31, 1979 
7. Revenue Properties 
Company Limited 
ASE Annual Report 
Dec. 13, 1979 
Extract from Notes 
Note-1: 
...Prior to January 1, 1979 deprec-
iation on generating plants placed 
in service after 1975 and transport-
ation equipment was computed on a 
straight-line basis. Depreciation 
on the remaining plant and property in 
service, including substantial hydro-
electric facilities, was computed 
on the 5% sinking fund method. The 
Company's sinking fund method yielded 
depreciation substantially the same 
as straight-line depreciation. Effect-
ive January 1, 1979 depreciation on 
all plant and equipment in service has 
been computed on a straight-line 
basis... 
Note-1: 
...Depreciation and Amortization --
The Company provides for depreciation 
on a straight-line basis for all 
depreciable property, except for 
approximately 9% of such property 
(principally hydroelectric production 
property) which is depreciated on 
a 6 percent compound - interest method. 
Note-4: 
4. Depreciation 
For financial statement purposes the 
company provides depreciation gener-
ally on a remaining life straight-
line basis for all property, except 
hydro and steam production facilities 
constructed prior to January 1, 1963, 
which are depreciated on a 6% compound 
interest method. 
Note-1: 
...(e) Depreciation and amortization 
Depreciation on buildings is provided 
under the sinking fund method. Under 
this method depreciation is charged 
to income in amounts which increase 
annually consisting of fixed annual 
sums together with interest com-
pounded at the rate of 5% per annum 
so as to fully depreciate the building-
ings over their estimated useful lives 
of 50 years... 
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Company 
8. Numac Oil & Gas 
Ltd. 
ASE Annual Report 
Dec. 31, 1979 
9. Canadian Pacific 
Limited 
NYSE Annual Report 
Dec. 31, 1979 
10. Union Gas Limited 
ASE Annual Report 
Mar. 31, 1980 
11. Pennsylvania 
Enterprises, Inc. 
OTC Annual Report 
Dec. 31, 1979 
Extract from Notes 
Note 1-: 
...Real estate buildings are deprec-
iated on the sinking fund method at 
5% over a term of 40 years. 
Note-9: 
...The sinking fund method of provid-
ing depreciation is used for the 
majority of buildings. This method 
will write off the cost of the build-
ings over a maximum period of 40 years 
in a series of annual installments 
increasing at the rate of 5% compound 
annually.... 
Note-18: 
...Investment properties are carried 
at cost less accumulated depreciation 
which is provided primarily using the 
sinking fund method based on a 5% 
interest rate over 50 years... 
Note-1: 
...PG&W provides for depreciation 
on the straightline method for gas 
plant and transportation and work 
equipment, and on the 4% compound 
interest method for water and certain 
common utility plant. Exclusive of 
transportation and work equipment... 
